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No issue in economic policy has generated more debate over the
past decade than the effects olvgrnment budget defits. Politi-
cians of various ideolags arguehat deficit reduction is critical to
the future of the United Stes and othenajor econmies. Although
the economics profession is more divided over the issue, many
economists share the view that deficits are harmful, and perhaps
even disastrous.

When ecoomistsand mlicymakers decry deficits, they cite
diverse reasons. Thus, despite almustnimous concern over defi-
cits, there is cosiderable controversy about whatesffs deficits
have on the economy. The goal of tpiper is to clarify ese
effects. Dobudget deftits reduce economic gwth? Threaten to
create a financial crisis? Do deficit®ate winners as well as losers?
If so, who are they? How large are tffects of deftits? Are deficits
merely a chronic nuisance, or do they threaten us withamuic
decay and, taise Befamin Friedman’s (1988) ominouanguage,
an upcoming “day of reckoning?”

To answer these questions, we proceed in several steps. The first
section presents a positive analysis of the effects dddtdeficits
on aggregate economic variables such as GDP, exchaiege and
real wages. The analy$lows the conventionalisdom as captured,
for exampe, in most undrgradiate textbooks. In our view, the
conventional wisdom in this area is mostly on the right track.
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After describing the qualitative effects of deficits, take a stab
in the second section augntifying the effects of recent deficits in
the United $ates. As usual in economichgbry is too stylied to
give preciseestimates of the sizes of the effects. But some simple
calculatons shed light othe orders of magnitude involved.

The third section turns from positive analysis to a consideration
of deficits and economic well-being. Our theme here is that
deficits cause redistiutions: some peoplese from deitits, but
others gain. It is possible to justify the common vieat deficits
are undesirable over all, but doing so is not as easy as one might
think.

The fourthsection turns from the question of what deficits cur-
rently do to what theynight do in the future. We focus on the
possibility that contiued highdeficits in a country will trigger a
“hard landing” in which the demand for domestic assetaps#s.
Both the likelihood ofsuch an event and its effects drighly
uncergin. But the risk of dard landing may be theaatcompelling
reason for reducing budget deficits.

Budget deficits and the economy

Suppose two countries areeittical and infially both have bal-
anced budgetsSuddenly, for no god reason, one country starts
running a budget defit, either by raising government spending or
by cutting taxes, wite the other countrikeeps its budget balanced.
How will the evolution of hese two ecoomies differ? In particular,
how will budget deficits affect major economic vadiedy such as
GDP, investment, net exportsages, interest rates, and exchange
rates?

The immediate effects of budget deficits

Budget deftits have manyeffects.But they all follow from a
single initial effect: datits reducenational saving. National saving
is the sum of pvate saving (the &ér-tax income that households
save ather than consume) andigic saving the tax revenue that
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the government saves rathbah spends). When theernment
runs a budget ddfit, public saving is negate, which reduces
national saving below private saving.

The effect of a budget deficit on national saving is most liledg
than ae-for-one, for a decrease in public saving produces a par-
tially-offsetting increase in privateaving. Forexampe, consider a
$1 tax cut. This tax cut reducesblic saving by $1, but #lso raises
households’ @ér-tax income by $1. It is likely thatouseholds
spend part of thisvindfall but savepart as well. his impliesthat
national saving falls, but by less than the fall in public saving.

How does lower n&bnal saving aféct the economy? The answer
can be seen most easily by catesingsomesimple (and irrefudble)
accounting identies. LettingY denote goss @mestic prodat, T
taxes,C consumpibn, andG government purchas,then private
saving isY-T-C and public saving ig-G. Adding theseyields
national savingS:

S=Y-C-G.

National saving is current income not used immediately tnite
consumption by households or purchases by thergoent.

The second crucial accountingittity is the one that divides GDP
into four types of spernidg:

Y=C+I1+G+NX.

OutputY is the sum of consumptidd, investment, government
purchases§, and net exportdX. Substituting this expression f¥r
into the previous equation for national saving yields

S=1+NX

This simple equation sheds considerable light on thecedfof
budget deficits. Itsaysthat national saving equals the sum of
investmentand net exports. Wheloudget deficits educe nabnal
saving, they must reducaviestment, reduce net exports, or both.
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The total fall in investment and net exports must exactly match the
fall in national saving.

To the extent that budget deficits increasethee deficit (that is,
reduce net exports), another eft follows mmediately: budget
deficits create a flow of asseabroad. This fact folws from the
equality ofthe current account and the capital account. When a
country imports more thanéxpots, itdoes not receive these extra
goods and services forele; nstead, it gives up assets inuet
Initially, these assets may be the localrency, but foreigners
quickly use this money to buy corporate government bonds,
equity, or real estate. In anyge,when a budget deficit turns a
country into a net importer of goods and seed, thecountry also
becomes a net exporter of assets.

At first, some of these conclusions may appear mysterious. Business
firms choose the economy’s level of investment, and domestic and
foreign consumers choose retpots. Thesadecisions may seem
independent of theolitical decsions thatdetermine the budget
deficit. If the goernment decides to run a deit, what forces induce
firms to invest less and foreigners to buy fewer domestic products?

The answer is thahese changes aredught about by interest
rates and exchange rataserest rates areadlermined in the market
for loans,wheresavers lend money to households and firms who
desire funds to invest. A decline mational saving @duces the
supply of loans available to private borrowers, which pushes up the
interest rate (the price of a loan). Faced with higher ésterates,
households and firms chee to educe investment.

Higher interest ratealso affect the flow of capital aass rational
boundares. When domestic assets pagher retuns, they are more
attractive to investors both at home and abroad. The increased
demand for domestic sets affects the market fasreign currency:
if a foreigner vants to buy a domestic bond, he must first acquire
the domestic currency. Thus, a rise in interest rates increases the
demand for the domestic currency in the market for foreign
exchange, causing the currency to apfteci
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The appreciation of the currency, in turn,eaffs trade in goods
and services. With a simger curency, domestic goods are more
expensive for foreignerand oreigngoods are cheaper for domestic
resicents. Exports fall,mports ise, and the trade balance moves
toward deficit?

To sum up: governent budget deficits reduce i@tal saving,
reduce investment, reduce net exports, and create a cardgsgpo
flow of assets overseas. Theséeefs occur bBcause deficits also
raise inteest rates and the value of tberrency in the market for
foreign exchange.

Budget deficits in the United States

So far, our discussion of budget deficits basn theoretial. Do
the effects we have disaexdloccur in actual experience? There is
a large empirical literature that looks for these effects. Unfortunately,
this work hasneither refuted the #ories wehave sketched nor
convinced skeptics dheir validity. The main obatle toconvincing
empirical work is thedentification problem. Countries do not run
fiscal policies agontrolled experimentspstead, policies change
over time in respose tochanging economic cirenstances. It is
difficult to sort out the effects of budget deficits from thzauses.

Nonetteless, it is useful to examine the U.S. ex@nce over the
past dozen years. Table 1 prdes somsummary statistics. While
these data do not prove anything defisily, they showthat thel.S.
experience can be explained by cornti@mal theores. The fgures
also offer a sense of the magnitudes involved.

As the top line of Table 1 showseginning inthe early B80s, the
U.S. government switched from policy of (inflation-adjusted)
budget supluses to budgeteficits. Public savingdil by 2.4 gercent
of GDP. Rather than rising as one might expect, prisatéeng rates
fell slightly, suggesting that the increased impatienceahitdd in
fiscal policy also infected the private sector. National saving fell by
about 2.9 percentage pds.
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Table 1
The U.S. Experience

Averages as a percent of GDP

1960-81 1982-94 Change
Public saving 0.8 -1.6 -2.4
Private saving 16.1 15.7 -0.4
National saving 16.9 14.0 -2.9
Domestic investment 16.5 15.7 -0.8
Net exports 0.3 -1.7 -2.0

Note: All variablesare gross nominal magnitudes as a percentage ohab@DP.Public

and pivate saving have been adjusted for the effects of infiatnly the real interest on the
national debt isounted as expenditure by the government and income toivhéepsector.
Net exports here are measured as national saving lesstdomesstment; ithus includes
the net income from domestilly owned factors of production used abroad.

Source: U.S. Bpartment of Commerce and authors’ calculations.

So far, this fall in natinal saving has been associated with a fall
in domestic investment of only .8 percentage point. As a result, the
U.S. tradéalance went from a small slmp to a large and persistent
deficit, a fall of about 2 percent of GDP. These trade deficits have,
as is necessary, been financed by the salemkstiassets. 11981,
the U.S. stock of net foreign assets was aboutd&&nt of GDP;
in 1993, itwasnegative8.8 percent. The world&rgest economy
wentfrom being a credtbr in world financial markets to being a loker.

Long-run effects of deficits: output and wealth

The effects described so far begin as soon as the government
begins to run dudget deficit. Suppose, as is oftbe casethat the
government runs defits for a sustained period, building up a stock
of debt. In this case, the accumulateeef$ of theleficits alter the
economy’s output and wealth.

In the long run, an economy’s output is determined by its produc-
tive capacity, which, in turn, ipartly determined by itstock of
capital. When deits reduce inveshent, the capital stock grows
more slowly than it otherwiswould. Over a year or two, this
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crowding out of investmerttas a egligible effect onthe cajital
stock. But if deficits continue for a decade or more, they can substan-
tially reduce the economy’s capacity to puoe goods and services.

The flow of assets overseas hasikmeffects. When foreigners
increasetheir ownership of domestic bds, real estate, or equity,
more of theincome from productionléws overseas in the form of
interest, rent, and profit. Nationaldome—the value of production
that accrues to residents of a nation—falls when foreigners re-
ceive more of the return on domesigsets.

Recall that budget deficits, by reducing national saving, must
reduce dher investment onet exports. As a result, they must lead
to some combination of a smaller capital stock and greater foreign
ownership of domestic assets. Although there is controversy about
which of heseeffects is larger, thisssie is not arcial for the impact
on national income. If budget deficits crowd out itap national
income falldbecause less goduced; if budgetleficits lead to trade
deficits, just as mch is produced, but less of thecome from
production accrues to domestic residents.

In addition to affecting totalnicome,deficits also alter dctor
prices: wages (the return to labor) and profits (the return to the
owners of capital). According to the standard theory of factor mar-
kets, thanarginal product of labor deternmies theealwage, and the
marginal product of capital determines thate of profit. When
deficits reduce the capital stock, theanginal product of labor falls,
for each worker has lesapital to work with. At the same time, the
marginal product of capitalises, for the scaity of capital nakes
the marginal unit of capital more valuable. Thus, to the extent that
budget deficits reduce the capitabck, they lead to lowereal
wages andigher rates of profit.

Long-run effects of deficits: future taxes
In addition to their effects on macroeconomic performance,

budget deficitshave a more déct implication for the future: the
resulting government debt may force the governmerdigetaxes



102 Laurence Ball, N. Gregory Mankiw

when the debt comes due. These future taxes relowsehold
incomes in two ways—directly through the tax payments and indi-
rectly through the deadweighitss that arises as taxestoirt incen-
tives. Altematively, if taxes do not rise, the gernment may be
forced to cut transfer paymentsather spending to free up funds
to pay the debt.

By how much must taxes risespending fall to pay off a cmtry’s
debt? This question is more tricky tharséems, for the answer
depends on both policy choices and luck. One surprising fact is that
the government may neveeed to raise taxes or cutesuling at all.
Instead, it can simply roll over igebt: itcan pay offinterest and
maturing &bt by issuing new debt. At first this policy might appear
unsustainable, because the level of debt increasegioathe rate
of interest. Yet as long as thate of GDP growth is higher than the
interest ate, thaatio of debt to GDP falls overrtie. With the debt
shrinking relative to the size of the economy, the government can
roll over the debtdrevereven as its absolute size grows. That is,
the economy can grow its way out of the debt.

History suggestshat a government is likely to geivay with
running such a Ponacheme. In many developedonomies, the
averge growth ratever long period$ias exceeded theverage
interest ate on goernment debt. In the United States, for example,
average growth of nominal GDP from 18711892was 5.9 percent,
and the averageaierest ate on debt was 4 percent. If these trends
continue, a policy ofalling overthe debt (and using taxes to pay
for current governmnt services) will cause the debt to grow more
slowly than GDP. The debt will eventually become negligible rela-
tive to the size of the economy, even with no tax increases.

Does this scenario sound too good to be true? It malheecatch
is that the future paths of inest rates and GDP arscertain.
Although inteest rates on government debt hageiallybeen less
than the growth of GDP, thesariables fluctuate. It is possible,
although not especially likelyhat the economy will experience a
run of bad luck—say a majodepression—in which the growth rate
dropsbelow the interestate for a sustainegeriod. In thiscase, a
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policy of rolling over the debt will cause the debtigerfaster than
national incane. Brentually, the debt may become so large relative
to the economy that the governmbasdifficulty selling it, forcing

a tax incease orspending cut. Moreover, these adjushts are
especially painful: they are large, and they come when the economy
is already sffering from a problenthathas caused the delmeome

ratio to rise3

Thus a policy of rolling over the debt is a gamble: the government
is likely to avoid any tax increase or spending cut, but it risks large
and painful ones. Facedtiv this risk, the government mayabse
to reduce the défit while the debt is still moderaand the economy
is healthy. By raising taxes or cutting spendimigally, the govern-
ment can reduce the risk of more difficult fiscal adjustments later.

By how much must the governmeuise taxes to ensure that the
debt-income ratio does naxplode?Onenatural, safe policy is to
raise taxes enough to stabilize the real value of the debt. As long as
economic growth des notstop entirely, this policy will ensure that
the debt-income rati@flsover time. Thus, a penanent tax inaase
equal to the reahterest orthe debt is an upper bound on the future
tax burden arising from past budget deficitssuming the govern-
ment cha@ses to play it safe.

The size of the effects

We now turn from the cplitative eflects of budgedeficits to heir
guantitatve importance. Are the effects of deits on variables such
as GDP and wages large or small? And how important are these
effectscompared to other phenomesach as the worldwide slow-
down in productivity growth? Weotus on detits of the size
experienced in the United States, which has to date accumulated a
debt of about one-half of annual GDP.

A parable

As we have discussedpgernment debt reduces the growth of
GDP because it crowds out capital. To see howertfit theU.S.



104 Laurence Ball, N. Gregory Mankiw

economy would be if there were no debt, consider thHewiahg
thought experirant. Suppose that the gvding-out pocess isnagi-

cally reversed. One night, the debt fairy travels around and replaces
every U.S. governent bond with a piece of U.S. aag. How
different would the world be the next morning when everyone woke
up? After answering this question, we argue that it plesia good
guide to the actual effects of deficits in the UnitddtSs.

The debt fairy’s actions would affect four key varigdil the
burden of debt service, the level of GDP, e wage, and theturn
to capitl. The simplest caldation is the reduction in the debt
service. Irreal terms, the governent has to makiaterestpayments
of rD, whereD is the debt andis the real intezst rate. Theseierest
payments must be financed witixes, spending cuts, additional
borrowing. In the United States, the average real return on govern-
ment debt is approximately 2 percelBecause debt mbout half of
GDP, the debt fairy’s generosity would eliminate a debtiserof
about 1 percent of GDP.

The replacement of debt by physical capital would akseer
output. Since the capital stodkes by thedvel of debD, outputY
rises byMPKxD, whereMPK is the margaal product of capital.
Proportionately, output rises PKxD/Y. In the United States, the
capital share is about 30 percent, and the cajitalme ratio is
about 2.5, which implies aviPK of 12 percent. Thus, the creation
of capital by the debt fairy raises GDP by about 6 pertent.

Determiningthe effects on real wages and the returnsaital
requires some infanation about the form of the aggregate produc-
tion function. A standard view is that theqaluction function is
roughly Cobb-Douglas. For this production function, trergmal
product of labor, which determines tlealwage, is poportional to
output per prson. Becauseutput rises by 6 percent artie labor
force is unchanged, the real wage rises by 6 percent as well.

Finally, for a Cobb-Douglas production function, themginal
product of capital is mportional tothe ouput-capital ratio. As we
have discussed, tput rises by 6 percent. Fordebt-income ratio
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of .5 and a capital-income ratio of 2.5, the debt fairy’s intetivan
raises the amount of capital by 20 percetiug, the atput-capital
ratio falls by about 20 - 6 = 14 percentpiying a similar fall in the
return to capital. Because theturn to capital is about 12 percent
per year, it falls to about 10.3 percent per year. In the longevem
which real inteest rates are tied to thetarn to capital eal interest
rates also fall by about 170 basis points.

Is this the right calculation?

Our goal is to estimate how thkeS.economy would be different
today if the government had always run a balanced buidges the
debt-fairy experiment answer this question? The experiment is
exactly right under two assumptions: the economgiosed, and
fiscal policy does notaffect the path of net private saving. With
constant saving, the sale ofgsnment debdoes not alter the level
of private wealth. Each dollar obgernment debt in savers’ portfo-
lios crowds out a dollar of capital, and there is no inflow of capital
from abroad. Fiscal policy simply substitutes/grnment debt for
capital, and thedebt fairy reverses this press.

What if we relax the obviously false assumption of a closed
economy? In an open economy, capital inflows partlgaifithe
crowding out of capital by debt. These inflows mitigate the aff
of debt on GDP, the real wage, and phnefit rate. For example, if
one-third of the fall in national saving is finged with a trade défit
(a typical estimag), the fall in thecapital stock is only two-thirds as
large, implying that the ipacts on GDP and factor prices are only
two-thirds as large as estited aboveé. Yet, as discussed éiar,
this issue is not imptaint for calculating the efct of deficits on
grossnational product. Because GNRther han GDPdetermines
the living standards of a country’s residents, the impactwamgli
standards is not much altered by the capital inflow induced by
budget deftits.

It is difficult to evaluate the assumption that private saving is
invariant to fiscal pbicy. As we have discussed, private saving
probably responds somewhat to public saving, and this effect
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reduces the impact dfudget deficits. Unfortunately, there is no
consensus on the magnitude of theeffThe Council of Economic
Advisers (B94) agues that the offset is close to zero onlihsis
of the experience of the 1980s: because prigateng was low in
the presence of large budget daggiit is hard to believe it would
be much lower in the absence of deficits. On the other hand, studies
of countries with deficits ofaryingsizes suggest a private-saving
offset closer to one-half (Berehm, 1987). In light of this uncer-
tainty, we view the results of our defairy experiment as an upper
bound on the effects of the U.S. debt on national incomeb@sir
guess for the actual effect is somewhereneen the debt-fairy
figure of 6 percent and half of that level.

Are these effects a big deal?

Do the numbers we have presented suggesthtdget deficits
are a major economic problem or dnor one? Our subjective
assessmnt is somewhere in between. Our upper bound for the
effects of past U.S. deficits on curremttional income is 6 percent.
One way to interpret this number is to rememtheat average real
growth in income per capita in the United States is about 2 percent
a year. Thus reducing GNP by 6 percent s like giving up three years
of growth. In theabsence of debt, thdnited Sates would have
achieved its1995 level of income in 992. These umbers are
certainly sgnificant: 6 percent of coentGNP is about $400 billion.
But waiting an extra threeegars to achieve any level of income is
hardly a disaster.

Another way to gauge thenportance of deficits is to compare
their effects tothose of other economic phenomena. The United
States and most other industrialized nations haperenced slow
growth for the last 20 years, relative to the previous three decades.
This sbwdown in growth is behind the widebyblicized stagnation
in living standards for many workers and the resulting public concern
that something is wrong with the economy. The slowdowniput
growth has been causedainly by slower growth in total factor
productivity. Productivity growth hasfallen by about 1 petper year,
resulting today in a total shortfall relative to the past trend of about 20
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percent. By compason, the 3 percent to 6 percent falliitome
due to goernment debt can be viewed as only a moderate problem.

Deficits and ecaomic well-being

Having presented a positive analysis of thee&f of budget
deficits on aggregate economic variables, we now turn to the normative
guestions of whether and why dgfs are undesirde. Poplar
discussions of deficits usually take it for granted that deficits are bad
for the economy, and perhaps evenimmoral. Although this view can
be defended, itsigtification is less obvious than one might think.

Economists are often tempteduse GNP as a shorthamtasure
of economic well-being. As we have already discussed, budget
deficits do not atct GNRnitially and, inthelong run, redice GNP.
Thus, by the measure of GNP, deficits are unambiguously harmful.
Yet this analysis of deficits is misleadj, for ecamomic well-being
depends on consumption rather than GNP. Widfecits do notaise
GNP, they do raise consumption in the short rurolaeling house-
holds’ tax burden.

If one focuses on consumption as the proper measure of well-
being, budget défits come to look like garticular policy of income
redistributon. Redistributbns occur because of the change in the
timing of taxes and because of changes in factor prices. These
redistributions daot harm everyone; instead, some people gain at
the expense of otherBhe gains and losses sum to zero, so it is not
obvious that deficits are good or bad overall.

Who wins and who loses?

An analogy may be hpful in thinking abouthe desirability of
deficits. Sippose that Califorains become qwerful in Congess
and pass a lawhat reduces taxes in California and raises them in
New York, leaving total taxes unchanged. This law doedpoefit
or harm the economy as a whole; it merely redistes income
among people. The direct effect is to benefit Californians and hurt
New Yorkers. There are als&ély to be general-equilibrium eftts
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on the incomes of various groups. For example, the shift in the tax
burden from California tdNew York will raise the demand for
surfboards and reduce the demand for opera, leadinggteer
profits for surfboard manufactureesnd bwer wages for sigers.
These effects are callpgcuniary externalities. Assuming that mar-
kets are competite, thesgecuniary externdiies sum to zero, like

the direct effects of the tax change.

A policy of running deficits is similar to a pro-Californéxreform:
it shifts taxedetween groups. Here tBhift is not beveen taxpay-
ers in diffeent placesut between taxpayers at differeiimes.
When the government runs a deficit, it accumulates debt that it
must pay back through future taxation. Such a policy just shifts
the burden of taxes: current taxpayers gain, and future taxpayefs lose.

Like any shift in tax burdenseficits havegeneral-equilibrium
effects. Here the kegffects follow from the crowding out of capital.
The fallin the capital stock affects factoigas: wages fall, harming
workers,and the returns on capital rise, betiefj capital owners.

Like the effects on the surfboard and opera indestvherCalifor-

nians gain power, the changesin wages and profit rateseueipry
externalities. The losses to workers from lower real wages are balanced
by the gains to the owners of capital from higher rates of profit.

Thus, the winers from budget deficits are current taxpayers and
future owners of capital, while theders aredture taxmyers and
future workers. Because these gains and losses balance, a policy of
running budget deficits cannot be judged by appealing to the Pareto
criterion or other notions of economic effincy. Instead, the key
issue iswhether we apmve of the direction of theedistributions
that this policy implies.

Are the redistributions desirable?

Economsts are nogood at judging redistribuins of income.
Indeed, they often claim that this issue igside of the sphere of
economics altogether. I, therefore, somewhat surprising that
economists decry budget deficits with such consensus andiassur
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Onewidely accepted standard for judging redistribog is the
ability-to-pay principle: redistributions of income are desirable if
they go from be#r-off to worse-off peole. By this criterion, the
redistributons arising from changesiactor prices are undesirable.
Many people hold little wealth and consume the income from their
wageswhile a small part of society holdsost of the economy’s
wealth. Whercrowding out aises theaturns on capital anéduces
wages, the wealthy gain at the expense of the less wealthy.

Yet, from the standpoint of the ability-fmay piinciple, the diect
effect of budget deficits—the change in the timing of taxes—is
harder to reconcile with the conventionaéw that deficits are
undesirable Because oftechnologcal progress, the income and
consumption of a tyjgial individual in the economy rises over time.
Because budget deits shift taxes forward in time, they benefit
relatively poor curent taxpagrs at the expense of rdlaly rich
future taxpayers. If reducing inequality is a goal of policy, sthoul
budget deficits be applauded?

One way to answer this question is to go beyond neoclassical
economic theory. Although standard dets assume thgieople
desire to smooth consumption evenly overdjpopular discussions
of economic policy presume that consumption should rise over time.
Politicians often assume a moralgerative that the cuent genera-
tion sacrifice to ensure that futugeneratbns enjoy a subahtially
higher standard of living. fis view suggests that it is undedile
to shift a tax burden onto our children, eweough our children will
be better able to shoulder that burden than we are.

Another possible answer is that/kls of taation should be based
on the benefits principle, which holds that people should pay for the
government benefits that they receive. For exampleuseeof a
gasoline tax to pay for road repair is not based on the abilities
to pay of drivers andhon-drivers; ingad, it is jstified on the
ground that drivers should pay for roads because they benefit from
them. Similarly, one might argue the&ch generation should pay
for the government it jwvides itself, regatiess of its level of
income.
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These issues are nedisily resolved. Yet orqmint is clear: saying
whether and why deficits are undesirable requires judgments that
are more philosophical than economic.

Should you worry about deficits?

A related question is whether an indiual needs to rely on
politicians to avoid the future sufferirgaused by budget deits.
Suppose you are worried about theeetE of deficits on your
children, andaren’t confidenthat Bill Clintonand Newt Gingrich
will take care of the mblem by balancing the budget. You can
eliminateyour worries simply by saving and leaving allger bequest
to your children, so thahey canbear the burden of future taxes
without reducing their consumpta.

Some economists—advocates of Ri@nequivalence—claim that
people do indict behave this way. If this were trueypte behavior
would fully offset the effects of public dissaving. Although we doubt
that most people are sarfsightedsome people probably do act this
way, and anyoneould. Deficits give you the chance to consume
more at the expense of your chidr, butthey do not require i.

Indeed, if you are forward looking and care about your children,
deficits carbenefityour family. You can insulate yourself from the
effects of tax shifting through a larger bequest. And, since you are
accumulating more capitah@n thetypical family, you and your
children are among the winners from deficit-icdd changes in
factor prices. Thas, you benefit fronthehigherrates of return that
deficits cause.

So why should you the reader—a person who we assume both loves
his children and understds the effects ofleficits—worry about
balancing the budget?r@e again, answering this questiequires
going beyond standard economic theory. One possible answer is
paternalism. You can ptect your children from defits, but you
know that some irresponsible parents will explbgit children to
raise heir own consumpbn. You may car@bout protecting these
children’s standard of living even thoudtetr own parents do not.



What Do Budget Deficits Do? 111

Alternatively, theramay be externalities from the effects of deficits

that do not appear in standard economic moéesl Romer (1987)

and, more recently, Bradford DeLong and Lawrence Summers (1991)
have suggested that the accumulation of capital stimulates technologi-
cal change and increases economy-wide productivity. If so, then the
crowding out caused by deficits depresses national income by more
than our calculatins above suggest. In addition, siagle family

can insulate itself from these eftfts though higher private saving.

Another possible externality mayise from thedistribution of
income. Adliscusseearlier, deficits redistributecome from wage
earners to capital owners, creating greater dispersion in wealth and
income. Perhaps widening inequality is undesirablen for the
rich. A large poor population mighaise crime rates andharwise
threaten the living standards of the wealthy. Thet fthat most
people—both rich and poor—gifer to live in ich communities
suggests that people care about their neighbors’ livinglates for
not entirely altruistic reasons.

Arelated consideration is that people often care about the incomes
of their fellow citizens elative to citizens ofother counties. Iflarge
deficits reduce the U.S. growth rate, theerage Amedan sandard
of living may fall behind that idapan. It is not olhous why this
matters—why we do not care just about own standard of living.
Perhaps aation’s relative incomenatters because it affects some
sense of ational prestige. Perhaps it mattdrecause it affects
national power in world politics. Again, judging the dability of
deficitsleads to questions that economists are nticpéarly qualified
to address.

A hard landing?

Numerical results sugest that the effects dfudget deficits are
modemte in size. Moreover, since there are winners as well as losers,
it is not obvious that deficits are undesirable oveifdlese conclu-
sions suggest that palar concerns about budget deficits are over-
blown, at least when theational debt is at its curreit.S. level
relative to national income.
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Mattersstart looking more sesis if one looks ahead to future
fiscal policy. There are reasons to worry that debt-income ratios are
headed upward around the \WwbrMany countries, including the
United States, project large dafs because of gwing expendi-
tures on pograms for the elderlysuch as social security and Medi-
care. According to some projections, under currengams, the
U.S.debt-income ratio willeach five in2025! Of caurse, the future
is uncertain: we may bsaved from rising deliicome ratios by
fiscal tightening or by gooduck such as high growth in income or
containment of medal costs. But what if theéebt-income ratio does
keep rising?

Part of the answer is clear: the effects we have already discussed
are magnified. Wenave calculatedhat past U.S. defits—which
have produced a current debt-income ratio of about olfte-redluce
current GNP by 3 percent to 6 percent. If the ratio rises to one, the
effect will rise to 6 percent to 12 percent.

Yet, if the debt-income ratio continues to rise, there may also be
additional effects which argualitatively diff erent from those the
economy is now experiencing. In particular, a rising debt-income
ratio in a country may at some point lead to a sltlgease in
demand for the count's assets asing from a fall in investor
confidence. In this section, we discuss how sutiaad landing”
might come about and the possible effects on the economy. Our
discussion is necessarily speatiNe. As far as we know, no major
industrialized countnhasever experienced a hard landing of the
sortwe will describe. But keep in mind: no major industrialized country
has persistently run large budget deficits in peacetiomgirecently?

How a hard landing might occur
Why might the demand for a countryessets fall? There are two
distinct but complementary siesabout how a rising national debt

could lead to lower demand for domestgsets.

The first story emhasizes the effect akeficits on a cantry’s
net-foreignasset position. As we have discussed, budget deficits
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tend to produce trade deficits, which a country finances lingel
assets abroad. Yet themeay be limits to the quantity of domestic
assets foreigers are willing to hold. For various reasons (such as
lack of information, exchange-rate risk, besr xenophobia), interna-
tional diversification is far from pégct. This fact is consistemtith

the finding of Feldstein and Horioka (1980) that a counsgiang
roughly balances its investmenter long peiods. As acountry’s
net-foreign-asset position deteriorates, foreign investors may become
less and less willing to purchase adthil domesti@ssets.

A secondstory is that a rising level of gernment debt @kes
investors feargovernment default or a similar policy aimed at
holders of domestic assets. Unlike the first story, this story is
relevant even if a country has not reached a negative net-foreign-
asset psition. And in his story, domestic as well as égn inves-
tors flee domestic assets.

In speculating about a loss of investor confidence, one is natu-
rally led to draw on the experience of the debt crisiess devel-
oped counies (LDC) during the 1980s. (Tlease of Mexico i1994
is less relevant, because it involves imprudent monetary and
exchange-rate picy as well as debt.) In the LDC debtsis, cajital
inflows in the form of bank loans dried up when coiegbegan
having trouble servicing theiredbts, kading to fears of widespread
default. It is tempting tamagine that this expamnce is not relevant
to counties like theUnited States—thateh countriesvould never
default. BuOrange County, California &sen icher han the Wited
States, and it is about ttefault on its debt. Orange County voters,
turning down ataxincrease needed to honor the debt, appear to reject
the idea that they should pay for their government’sakis. It is
easy to imagine such arguments atrih@onal level—or at least a
fear on the part of investors that such arguments wdear

There is, however, @asorthat the LDC debt ¢sis is animperfect
guide to hard landings in thénited Sates or European aatries.
The Latin Amercan debt was external: it was owed to foreign
Thus the direceffect of defaultwas a loss to fieigners, naking
default a relatively attractive way out of a fiscal crisis. $ame is
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true for Orange County: most of its debt was owned outside of the
county. In the United States, by contrast, most of tit@nal debt
is owned by American cizens.

Since an intrnal debt makes defaudtss tempting, it is likely to
delay a hard landing: it takes a highewél of debt to spook
investors. The fact that a debt is internal also affects ahea of
the prospective pdtiesthat might spark a hard lamdj. If the
debt-income ratio spins out of control, something must be done or
default is unavoidable. And it might remain impossibbditcally
to raise income taxesifficiently. One possible outcome igjaneral
tax on wealth. The government might require evaof its bonds to
“share in the sacrifie” through parial default, but it would also tax
the holders of other assets. The tax could extend to foreign owners
of domestic assets to reduce the burden on domestie st

An unsustainable path of dedwd a worsening net feignasset
position could leadnvestors to fear other unpleasant consequences
as well. Extensive foreign ownership OfS. assets could lead to
restrictions on capital outflows. Perhaps as debwgr and wages
fall relative to those of other couigs, political outrage will prduce
a government that inenses intedrence in the economy. Many U.S.
politicians, for example, are tempted taivle domestiproblems
on Japanese tradegetces; a trade war is not anthinkable result
of a general decline in living standards. Similarly, many less developed
countries have unhappy histories in which economic giroblcre-
ate political pressures for jicies that discourage investment and
make the problems even worse. Fear of theseomes—or just a
belief thatsomethinghad must happen if debt continues to grow—
could lead to a fall in the demand for domestsets

In principle, the decrease in damd for domestic assets could be
gradual, withthe assets sivly becoming less popular as the fiscal
situation detericates.The history of financial markets suggests,
however, that shifts in investor confidence can be sudden, with the
timing driven by self-fulfilling expectations. A flight from domestic
assetgcould occur at a seeminggrbitrary point in time, much as
the 1987 stock marketash did. Or a haréhding could be triggered
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by adverse esnts. In the LatinAmerican case, thevorldwide
recession of the early 198@aused investors to revise doward
their expectations ofirowth and,hence, the kelihood of repay-
ment. Similarly, a dsis in the United States might bégyered by
bad news about income growth, which would imply higher debt-
income ratios for given fiscal policies.

Since a hard landing inveés the psyablogy of makets, it ishard
to judge when it might occur. The debt crisis hit Latin American
countries with debt-income ratioglow the curentU.S. level of
one-half, but these countries had ertdrdebts and hence a greater
temptation to default. In adddth, interest rates were muchdtier
for the Latin debthan for the U.S. debt, so tipath of debt was
potentially more explsive. High debt-income ratios in developed
countries lavepreviously occurred only in wame, when they were
clearly temporary. Recent peacetimerieases in thatio are taking
the United Sates and other countries intodmarted territory, so it
is impossible to say whether a hard landing is around the corner or
still far off.

The costs of a hard landing

If confidence in a country’s assetdlapss,what happens to the
economy? Theory and the exparces of LDCs give some guide as
to the effects. The decline in the demand for domesisets leads
to a sharp fall in the prices of theassets, ioluding a fall in the
stock market.nterest rates and other asset yields rise.vidiee of
the domesticcurrency falls as investors sell the currency they
acquire fromselling domesti@ssets. As the currendgpreciates,
the trade balance turns sharply towsucplus and capital flows out
of the country.

Such a hard landing potentially harms an economy in mayg.
Most obviously, wealth falls because of the decline in assestgr
The lack of investor confidencand higher inerest rates lead to
lower levels of physical investment, and eventually a lower capital
stock. This effect exacerbates the declinecia wages caused by
budget deftits.



116 Laurence Ball, N. Gregory Mankiw

A number of otherconsequences might follow as well. Indeed,
hard landings are hard to think about because things can go wrong
insuch arich variety of ways. First, the rise in interest rates during
a hard landing would likely exacerbate the fiscal crisis by causing
the debt to grow rapidly. To avoid a greater disaster, the government
would have to shift abruptly to ipnary budget surpluses, causing a
sharp fall in consumption. That is, high interest rates would
eliminate the possibility of growing out of a debt or paying it off
slowly.

Second, the Latin American experience suggests that the shift
in the trade balance toward surplus would be a major sectoral
shock. The debt-crisis countries experienced a large shift from
nontradeables to traddab, causinghigh unemployrent in non-
tradeables. According to some observers, the sectoral shock
brought growth to a standstill for a decade. See Sachs and Larrain
(1993).

Third, the hard landing could lead to inflation through two distinct
channels. The drop in the domesticremcy would directlyush up
the prices of imports, whichould trigger continuing inflation if
monetary policy is accommodativ&nd, in response to the fiscal
crisis, the maetary authority mayefel increased pressure to raise
revenue through money craati. Both these effects weiraportant
in producing high inflation in Latin Améra after thelebt crisis. We
can hope that the central banksdeleloped countries would hold
the line against inflation even inaisis. But if the crisis brings
extremists to power, who knows?

Finally, a hard landing could trigger a general financial crisis.
Declines in asset gres andincreases in firms'nterest budens
would increase bankruptcies. Bankreips of firmscould trigger
financial distess for the banks that lend to them. In the worst case,
these problems and the resulting cantion of credit would build
on each other and financiatermediation would lerak down. As in
the 1930s, the economy could plunge into a depression.
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A call for prudence

PreMous sections of thipaper have described welhderstood
and quantifiable effects of budget dgfs, such as owding out of
capital and mtertemporal shifts inax burdens. By contrast, this
section has beendftily speculave. We can only guess what level
of debt will trigger a shift in investor confidencand about the
natureand severity of the effects. Despite the vagess offears
about hard landings, these fears may be the mystritant reason
for seeking to reduce budget defgilf themain effects of deficits
are moderate redistributions across generations and groups of peo-
ple, perhaps they should not be a central concern of policyraak
But as countriegncrease their ebt, they wander into uamiliar
territory in which hard landigs may lurk. Ifpolicymakers are
prudent, they will not take the chancdedrning what hard landings
in G-7 counties are really like.

Author’s Note: We argrateful to Michael Rashes for research assistance and to the National
Science Foundation for financial support.
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Endnotes

1Economists of the “Ricardian” school argue that comers savelO0 percent of a
debt-financed tax cut, which impligisat deficits have no effect on national saving. Like most
economists, we believe treglded privatesaving is much smallehan the full tax cut. For
descriptions and crigues of the Ricardian positi, see Bernheim (1987) and Gramlich (1989).

2At least since the 1960s, most somistshave agreed that budget deficiteate trade
deficits by causing the domestic currency to appreciate. Yet within the past yeaali gosir
and policymakerdave argued that budget deficits causiepreciationof the curency. In
particular, the fall in the dollar in the first half of 1995 was widely blamed on low national
savings arising from 1$. deficits. ANew York Timekeadlineproclaimed “Save the Dollar:
Encourage Saving.”

Can one make sse of this recent view? As far as we can see, the only channel through
which budget deficits could weaken the domestiaency is increased fear of the “hard
landing” discussed in the fourth section of fhégper. Asharp fall in investor confidence could
cause a fall in the demand for domestsets, outweighing the direct effect of deficits. We
are doubtful, however, that this is the right explanation for the recent fall dotlze. Early
1995 was geriod in which theikelihood of a hard landing may hafadlen due to increased
interest in budget balancing by both political parties.

We suspect, therefore, that recent views about deficits and the dollar are simply fallacious.
Since budget deficits are gerally viewed as irresponsible policies, it is tempting to blame
them for any undesirable event, even in the abse ndegifcal connection. Note that if budget
deficits weaken the dollar, they also reduce rather than increase the trade deficit, an unappeal-
ing implication that is ignored in recent dissins.

3Ball, Elmendorf, and Mankiw (1995) use thestorical behavior of growth rates and
interest rates and estimate the probability of this event at 10 percent tac@ttperder the
assumption that the debt-income ratio begins at roughly its current level.

4These calculations ignore the fact that tharginal praluct of capitawould fall as the
level of capital rises. Formally, this means that our numbers are first-ordexmpations to
the effects of raising the capital stock.

SFeldstein (1992) suggests that about 25 percent of a budget deficit is typically financed by
a trade deficit, while the Council of Economic Adsfis (1994) suggests 40 percent. At first
glance, the U.S. experience summarized in Tabley@esis a larger number, since most of the
fall in national saving aftet982 was financed by a tradeficit. Yet there are probably other
factors that boosted investment and raised the trade deficit over this period. Thatftha
stock market boomeduring a period of high real interest ragmggestincreased investor
confidence about future profitability.

6As discussed earlier, itis possible that a government might attempt to run a Ponzi scheme
by forever rolling over its debt and accumulatingerest. If such a scheme suadgethen
deficits do not lead to higher future taxes. In this case, a policy of running deficits canyield a
Pareto improvement, for current taxpayers benefit withoytloss to future taxpayers. This
possibility, however, Isould not be construed as an argument in favor of butkggtits, for
an attempted Ponzi scheme may fail, in which case the future tax increases are especially large
and painful. For further disssion of these issuesee Ball, EImendorf, and Mankiw (1995).
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7Herschel Grossman (1995) makes a similar argument.

8Here we draw on previous discussions of hard landings by Krugh®e (1992) and
Summers (1991).
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